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You Can't Judge Your Business by the Past Three Years 
If it is to live through the next three years, you must not make the mistakes which cause 75 
per cent. of all businesses, that are started, to fail. What I have learned 
about these mistakes through years of investigation 
By E L I J A H W. S E L L S 
Of Haskins & Sells, Certified Public Accountants 
IF I were asked at the present moment for the most serviceable warning to a 
business man, I would say: "Don ' t expect 
to stand on the record of your house for 
the past three years." 
The extraordinary conditions of the past 
three years cannot continue to exist. A l -
ready some reaction has been felt, and this 
is going to continue for some time. 
As accountants, we know that firm after 
firm has made vast amounts of money 
during the past three or four years without 
deserving success. Firms which produced 
inferior goods, firms which have had bad 
management, firms which, under anything 
like ordinary conditions, would have been 
dire failures, have made money despite 
these things, and have made it so easily 
that it is no wonder some of them are de-
ceived into thinking it must be a result 
of their superior ability. 
Nothing that I have to say in this ar-
ticle applies, with any force, to those 
years. But it is going to apply from now 
on. The real tug of war for business is 
just beginning. Firms which have made 
money simply because there was such a 
demand for goods at high prices that they 
could not help making money are going to 
find out that it takes something more than 
being in business to make a post-war suc-
cess. A good many of these firms wil l go 
under. 
If this sounds pessimistic, let us consider 
the ordinary records of business. A t least 
seventy-five per cent. of all concerns start-
ed, fail. I have verified this statement 
by calling on an authority in such matters. 
It is as nearly correct as is possible. Men 
who start out in business seem to know so 
little about it that it is a wonder even so 
large a proportion as twenty-five per cent. 
succeeds. 
Among our clients are all kinds of com-
panies, from very small concerns up to 
railways, cities, and even Governments. 
Big companies fail in almost the same pro-
portion as smaller ones; but their affairs 
are so complicated that it is difficult to use 
them to illustrate single points. Small 
businesses often turn for their success or 
failure upon a single point, because their 
affairs are simple. 
One of our clients went into business— 
we will say the wholesale crockery business 
—with thirty thousand dollars of borrowed 
capital. This client was a good buyer and 
an excellent salesman. He knew his mer-
chandise and the markets for it. 
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Six months after his start he came to us 
boasting of his prosperity. He had been 
taking out five or six hundred dollars a 
month for his personal expenses, had paid 
his employes promptly, and had paid off 
fifteen thousand dollars of the thirty thou-
sand he had borrowed. In his estimation 
his business was an assured success. 
We went over his books. He had paid 
off his notes regularly; but he had extended 
his credit in the purchase of merchandise. 
His accounts payable had never been 
footed up. Almost all of his current bills 
were unpaid. He had enough of them out-
standing to eat up every dollar of the 
fifteen thousand he thought he had paid 
back on his capital. In reality, his business 
had not made a dollar. 
When he was told that he was just about 
where he had started he refused to believe 
it. And when at last he did see that in 
those six months he had made nothing but 
his own salary, he almost collapsed. This 
is not at all an exaggerated case, nor is it 
an infrequent one. I have known hun-
dreds of men, even thousands, who have 
run their businesses as this man did, figur-
ing on the cash basis only. 
A merchant who sells cotton goods wil l 
figure in December: "Well , I had twenty 
thousand in the bank on January first; 
I've got as good a balance now, and I've 
drawn fifteen thousand for personal ex-
penses during the past year. The business 
is in good shape." 
On his shelves we wil l find bales of goods 
which are worth ten thousand dollars less 
than those the shelves held last January. 
The amounts due him from the various 
purchasers of his goods are five thousand 
less than in January. In addition, his 
accounts payable total two thousand more 
than in January. In reality, therefore, 
he is seventeen thousand dollars poorer 
than he was in January, even though 
he has the same amount of cash on hand. 
It seems incredible, when the facts are 
stated in plain English, that men should 
look at a part of their business and take 
it for the whole; but consider the history 
of the ordinary man who works himself up 
in the world. 
A shoe manufacturer, for example, does 
not, as a rule, develop from the bookkeep-
ing department. He begins by working 
at a bench; then he becomes in turn fore-
man, assistant superintendent, superin-
tendent, and finally he goes into business 
for himself. This is the regular road that 
heads of manufacturing businesses have 
traveled. There are only occasional ex-
ceptions. 
Now, where does such a man's chief in-
terest lie? In the production of good 
shoes. As a second thought, he knows 
that the shoes have to be sold; and as a re-
mote third thought, he knows that some 
system of accounting must keep him in-
formed as to how the production and sell-
ing balance. He hires a bookkeeper, looks 
at the cash balance every month. Perhaps 
he looks at the trial balance of his books, 
but his main interest is in the cash balance. 
When men who run a business in this man-
ner succeed—and they do sometimes—it 
is largely a matter of luck. 
As I said before, seventy-five per cent. of 
businesses started, fail. A t least fifty per 
cent. of these fail because of lack of capital. 
A man gets a brilliant idea and he can-
not wait to begin. He starts out on a shoe 
string, and fails, as a matter of course. 
According to our experience, any man 
who wants to start in business for himself 
needs: 
1. To know the business. 
2. To know where he is to get his capital. 
3. To work with enthusiasm. 
4. To know how to read his accounts. 
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On a liberal estimate, only ten per cent. 
of all businesses employ public account-
ants; ninety per cent. flounder along some-
how, except where some man of unusual 
intelligence is able to read his own business. 
A n auto salesman, who ran a shop selling 
several lines of autos and of auto acces-
sories, found himself in difficulties. This 
man was a first-class salesman and a good 
engineer. But the bookkeeper, to whom 
he entrusted his accounts, got away with a 
good deal of money. The owner ruefully 
examined the books, but found that he had 
no idea of how much he had been mulcted. 
So he sent for our firm to go over his books. 
After finding that, apart from the pecu-
lation, he was doing a good business, we 
suggested that he have a monthly audit 
and report made, so that it would be im-
possible for his bookkeeper to get away 
with funds a second time. He assented. 
Like most men, this man had very little 
capital. He was financed in great part by 
the auto companies whose machines he 
sold. But he had never had a clear idea of 
his financial condition, and this, together 
with the fact that his bookkeeper had de-
faulted, caused his relationship with these 
companies to become strained. Ye t he 
needed their backing. Before he had re-
ceived many of our monthly reports, he 
was sending copies of them regularly to the 
companies who were, or had been, backing 
him. The results were prompt. Rela-
tions became more cordial, credit was ex-
tended, money advanced. The president 
of one of the companies wrote him a per-
sonal note congratulating him upon the 
method he used to keep informed as to 
exactly where he stood. 
With this approval, and with the ab-
sence of worry, he gained confidence and 
went to work with greater vigor. The war 
helped along, so we cannot credit all of his 
big success to this one factor. But war or 
no war, that man was on the road to suc-
cess just as soon as he began to know his 
business. Added to his real ability, it gave 
him the power to get capital, which was 
what he most needed. 
Inability to read business is not confined 
to small concerns. A certain large manu-
facturer, making three classes of desks, 
called on us to go over his accounts. The 
factory was working on a well-defined ba-
sis. On desk number one, the salesmen 
were instructed to get all the orders they 
possibly could. On desk number two they 
were to take any orders that came along; 
on desk number three they were to take 
orders only when accompanied by an order 
for desk number one. 
" Y o u see," the owner explained, "we are 
coining money on desk number one, making 
a fair amount on desk number two, and 
not a cent on desk number three." 
He thought he was right. But we in-
stalled a cost system for him, and before 
we had finished with it he had sent out a 
hasty order to reverse instructions. Num-
ber three was made the leader, and number 
one was sent out only on an order which 
included number three as well. The owner 
was right about desk number two; but by 
some process things had become badly 
mixed as to costs on desks one and three. 
Another manufacturer was making both 
power and hand vacuum cleaners. There 
was an excellent market for both, but the 
manufacturer complained that he could 
not make hand vacuums cheaply enough 
to sell them at a price that would meet 
competition. 
When we went over the books we found 
that certain fixed charges, such as insur-
ance on a part of the factory, depreciation, 
a part of the executives' salaries, etc., were 
being charged to the hand vacuum clean-
ers. This was correct; but the fact re-
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mained that the owner of the factory would 
have to pay these charges even i f he did 
not manufacture a single hand cleaner. 
Shutting down that part of the factory 
would relieve him of neither insurance nor 
depreciation, and his executives could 
hardly be reduced enough to make a per-
ceptible difference in charges. I f these 
charges were taken off the hand vacuum 
cleaners, he could make a price that would 
meet competition. And if he could sell 
enough of the cleaners he could carry the 
charges, keep the lower price, and still make 
a profit. 
When we convinced him of this he went 
to work on a drive to sell the hand clean-
ers. The market was good; he sold them, 
and made a good profit and a real one. 
There was no error in figures here; it was 
simply a matter of reading them to the 
biggest profit of the concern. 
One of the biggest factors in the devel-
opment of the public understanding of fig-
ures is the income tax. Several millions 
of people have been forced for the first 
time to consider themselves in figures. 
Most of them have accepted the tax con-
scientiously. They have worked out their 
own problems or called on public account-
ants for help. But every individual who 
pays a tax has a deep and vital interest in 
the amount of that tax. Perhaps he has 
had no idea of himself in figures before. 
Not only do figures themselves tell tales, 
but their relation to other figures in other 
businesses tell tales which can be known 
only to men who have handled many of 
these accounts. 
When an employer hires his help among 
strangers, he is not likely to make the mis-
take of overloading his pay roll. But 
many firms are family affairs. 
A certain manufacturing concern of long 
prosperity was thrown by the death of the 
founder into the hands of the second and 
third generation. The business was in good 
shape; there seemed no reason for the 
members of the family to seek jobs else-
where. It was taken for granted that 
when John and Tom and Harry grew up 
there were places waiting for them in the 
plant. As a matter of course, the impor-
tant positions, and a number of unimpor-
tant ones, were filled by sons, grandsons, 
nephews, nieces, and even odd cousins of 
the founder. 
For a time, the business went on suc-
cessfully. Outwardly it was as sound as 
ever. Orders continued to come in, be-
cause of the past history of the concern. 
Then slowly, but surely, it began to slide 
down-hill, and finally it wound up in the 
hands of a receiver. Probably none of the 
family realizes to this day just why it 
failed. But had one of them been able to 
read his business without the veil of fam-
ily affection getting between him and his 
books he never would have consented to 
the high wages and inefficient service he 
tolerated in the family. 
Very often I am asked how large a con-
cern should be, or what volume of business 
it should do, before it calls in a public ac-
countant. Any business big enough to 
keep books is big enough to need an ac-
countant to go over them. The biggest 
job I have personally handled was when, 
with M r . Haskins, we revised the ac-
counting system of the United States 
Government under the Fifty-third Con-
gress. 
Auditing the books of a big concern 
usually means auditing the auditor. Most 
big concerns possess an auditor who is an 
accountant. He acts as a check on the 
treasurer and all subordinates who deal 
with money. But there is no one to act as 
a check on the auditor! For its own pro-
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tection, the firm employs outside public 
accountants so that no possible mistake 
or peculation can remain undiscovered. 
Among our clients is a certain large com-
pany which engages us to keep such a close 
watch on its financial affairs that no em-
ploye of the company, even the president 
himself, can take a bond or a coupon from 
the company vault without one of our 
representatives being present to see him 
do it. 
One of the very small jobs a member of 
my firm was called on to undertake was 
that of installing a system of accounts for 
a small catering business. The man had 
begun by serving suppers and dinners, 
cooked wherever they were served, or 
carried from his own kitchen. He was 
always hard-up for cash. When he re-
ceived an order, he had to go out and buy 
the food needed and engage assistants. 
He had to pay cash, as he had no credit, 
but he very seldom was paid cash. 
In his desperate need for ready cash he 
had fallen into the hands of the loan 
sharks. By assigning to them the whole 
of his payment for the order he held, he 
could get them to advance about fifty per 
cent. of the money. A good part of the 
other fifty per cent. went to them as interest 
on the loan. He had been doing this in 
lieu of anything better, when someone 
told him that if he had a statement of his 
business to show to a bank, the bank would 
lend him money at a lower rate. He had 
no idea how to make out a statement, and 
so he sent for us to do this for him. There 
was little data to go on, but we installed a 
system of bookkeeping for him, and in a 
very short time he had a statement, which 
he took to a bank and borrowed money 
on, at six per cent. instead of nearly fifty. 
Many firms are beginning to employ 
accountants as the Chinese employ their 
physicians, to keep them in a state of 
financial health. With some large firms 
accountants are invited to make examina-
tions at their pleasure, others want such 
examinations at regular intervals. One of 
the important discoveries my firm has 
made—a discovery made at the same 
time by many others—is that a year is too 
long a time to let books and accounts run 
on unchecked and without close analysis. 
Business health demands more frequent 
examination of its accounts than an annual 
one. In the affairs of my own firm we 
make a practice of preparing monthly 
statements, so that for practical purposes 
our business is run on a thirty-day basis. 
Any man who can run his business on a 
thirty-day basis is going to have a much 
better chance of success than one who 
runs it on an annual basis, because he is 
better informed at all times as to its needs 
and demands. 
Primarily, an accountant is not em-
ployed to give advice, but sometimes he 
is asked to, and then it becomes a part of 
his business. 
A merchant, carrying silks, once cor-
dially observed to our representative who 
was working on his accounts: "Now, when 
you have completed the work, do sit down 
and tell me your observations on the busi-
ness." The accounts were correct and 
with that the merchant was likely to be 
satisfied. But our representative said: 
" Y o u are carrying too much stock. You 
are borrowing to carry stock, and it is 
costing you proportionately too much. 
Reduce your stock ten per cent. Your 
business wil l not suffer, and you wil l be in 
better financial condition." 
The silk merchant was bewildered. He 
had carried a certain amount of stock 
without analyzing it in proportion to its 
carrying charges. On thinking it over he 
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admitted that a reduction of ten per cent. 
would not hurt business and he accepted 
the advice, to his profit. Frequently a 
business is injured by carrying stock much 
too large to be profitable. 
Very often merchants do not know how 
often they turn over their stock in a year. 
"Your turnover is twice a year," is a 
frequent report, when the turnover should 
be at least three times a year. Then it is 
up to the merchant to locate the reason, 
which may lie in extravagance in buying 
or a poor selling force, or a bad selection 
of goods. Sometimes the accountant can 
help by pointing out goods that are holding 
back the rate of turnover, and the mer-
chant disposes of these at a bargain sale 
and begins again. 
There seems to be a popular idea that 
the stopping of thievery is the account-
ant's chief function. As a matter of fact, 
only a small proportion of all firms in busi-
ness have any peculation. People always 
express surprise when some trusted official 
goes wrong. They forget that it is only 
the man who is trusted who has the 
chance to go wrong. There doesn't seem 
to be any limit to the number of ways in 
which a man may steal, once he has deter-
mined to steal. On a large pay roll a pay-
master may keep the names of a number 
of people who do not exist, and collect for 
them every week for a long time before 
he is found out. The cashier may simply 
overadd the pay roll, and pocket the 
difference. 
One very large fraud was perpetrated on 
a bank which used adding machines. The 
accountant examining the bank went 
through the accounts twice before he dis-
covered how the fraud had been accom-
plished. The books seemed all right, but 
finally the adding machine lists were gone 
over carefully. The figures on the slips 
were correct but the totals were not. 
The operator had used the "no print" 
key to put in a figure to his own advantage 
and the machine had added correctly but 
had omitted to list the figure used. A t 
the time of this fraud adding machines 
were more of a novelty than they are now. 
Since then, examiners have made sure 
that the figures on the machines are all 
there, and are all what they should be. 
Graft is one of the most difficult things 
for an accountant to locate. The steward 
of a club may be receiving ten per cent. on 
all bills sent to the club. The retailer who 
sells to the club scatters this amount 
through various items on his bills, and 
refunds it to the steward. Unless one 
item is large enough to arouse suspicion 
such graft may go on undetected through 
a long period. 
One quite elaborate system of stealing 
was devised by a shipping clerk who 
worked in a builder's supply house. This 
clerk would receive an order which made 
him take from stock one dozen electric 
fixtures. He altered the number on the 
order to eighteen and sent the eighteen 
fixtures out by a drayman who acted as 
an accomplice, and who delivered the six 
extra fixtures to the shipping clerk's home. 
When the ticket came back to the firm the 
drayman had again altered the figures to 
read twelve instead of eighteen. It was 
some time before the discrepancy between 
the stockroom list and the shipping tickets 
was discovered. 
One of the common kinds of peculation, 
for which accountants are always on the 
lookout, can be worked without an accom-
plice. A bookkeeper and cashier receive 
a check from a customer, a M r . R . 
The bookkeeper cashes the check, taking 
the money from the cash drawer. He 
fails to credit M r . R—'s account. A 
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second check comes in, this time from 
M r . B — . The bookkeeper deposits that 
check, but splits it in recording it, crediting 
a part of the money to M r . R— , and a 
part to M r . B — . A third check coming 
in from M r . S—, is credited partly to 
M r . R—, M r . B — , and M r . S—. The 
fourth check the bookkeeper may cash 
and begin again. This process is known 
as "kit ing." Just how long a bookkeeper 
can do this, without an audit of the 
accounts, depends on how long the sus-
picions of the firm can be lulled. The 
practice would soon be detected by a 
skilled public accountant. 
Frauds in banks often involve very 
complicated schemes and sometimes amaz-
ingly simple ones. A n inactive bank ac-
count, where no statement is required 
because the holder of the account is not 
drawing checks, may be manipulated by 
the simple process of taking funds from 
the bank and charging them to that ac-
count. A teller can do this with impunity 
as long as the bank does not send out a 
statement. But, when banks are sending 
monthly statements to their depositors, 
even when accounts are inactive, this 
danger is lessened. 
A bank clerk may take securities which 
a man has put up as collateral for a loan 
and speculate with them, replacing the 
amount in securities before the loan is 
repaid. As few men ever list their securi-
ties by number, and care little whether 
they get back the same securities they 
deposited, so long as the value is the same, 
this kind of thing may go on until the 
bank clerk fails in his speculation and 
cannot replace the securities. Then he 
is likely to replace them by other securi-
ties of the same kind deposited by another 
bank client. Often, at the end of a series 
of such peculations, the thief, as well as 
the bank, has no idea of the amounts 
taken. 
One cashier in a department store had 
a novel method of peculation. The store 
gave a discount of ten per cent. to religious 
and charitable associations, ministers, etc., 
when it was asked for. Many people did 
not know that this discount was given. 
The cashier found out that fact, and began 
to examine the people who came to pay 
bills. When, by their attire, by the address 
to which the goods were sent, or by any 
other means, she could definitely find out 
that the people paying were connected 
with some religious or charitable associ-
ation, and that they did not know of the 
discount, she accepted the full amount 
from them, marked the bill down ten per 
cent. and pocketed the discount. F i -
nally, however, she was detected. 
Peculation is more frequent where a 
man holds two or more positions in the 
same company, or with different concerns. 
When a person keeps the books and the 
cash, he can more easily cover up any 
fraud. If a man is treasurer of several 
associations, he can use the securities or 
cash of one to replace those of another for 
some time without raising suspicion. 
But all kinds of stealing are accountable 
for so little, relatively, in the field of 
business that everyone tends to over-
emphasize their importance. The bigger 
detriment to business are the men who 
plunge in and then fail, lose their own 
time, their own money, and other people's 
money, because they cannot, or wil l not, 
look ahead. The failures of business 
retard business to a degree that no stealing 
ever has or ever wil l come near equaling. 
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